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POLITICAL SCIENCE 



QUARTERLY. 



THE EVOLUTION OF MODERN BANKING. 

IN the development of modern banking methods there has 
been a distinct evolution, like that of the perfected coined 
money of the present from the rude barter of primitive times. 
The most conspicuous steps of this evolution, since the trans- 
formation of the deposit receipt into the bank note only partly 
covered by the metallic reserve, have been : (1) the predomi- 
nance of bank-note issues in the early stages of modern bank- 
ing; (2) the decline in the importance of such notes, as the 
mechanism of the check and deposit system has grown in favor; 
(3) the concentration of banking capital in great private banks 
and the loss of primacy by the national note-issuing banks, 
except as the custodians of the ultimate banking reserve in 
times of crisis ; and (4) the growth of the principle of mutual 
support among the banks. As one result of this development, 
bank notes have been raised to an equality with money as a 
medium of exchange ; and the last stage in the process — not 
yet completed in all parts of the commercial world, though 
well advanced in the great centres of trade — has been the 
elevation of all transferable banking credits to a like equality 
with money as a medium of exchange. 

This evolution has taken place within times so recent that 
its history has hardly yet been written, and the mistakes inci- 
dent to every new experiment still obscure in many minds the 
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great benefits of the different forms of banking credit which 
have been developed under varying local and commercial con- 
ditions. While most of the principles of banking were dis- 
covered several centuries ago, they have attained their real 
development almost entirely in the present century. The 
Bank of France was founded in 1800; the National Bank of 
Austria was chartered in 181 7; the first Swiss bank of issue 
was established in 1 836 ; the National Bank of Belgium came 
into being in 1850; and the Bank of Russia acquired a definite 
character in i860. In all these countries there were fore- 
runners of banking at earlier dates, but none of them, except 
in Great Britain, played an important part in providing the 
common medium of exchange in the various countries con- 
cerned. And even more recent than the creation of the great 
national banks has been the development among the banks of 
methods of cooperation, — as seen, for example, in the clearing- 
house system, — which give to modern banking its character- 
istic usefulness and strength. 

I. 

The issue of bank notes only partially covered by the metallic 
reserve was a most important step in the development of modern 
credit, but it was only one of several stages in the progress 
towards a more refined system of banking. Among merchants 
the advantages of deposit banking and of the transfer of credits 
by book accounts were understood long before the bank note 
was developed. It has, however, been the mission of the bank 
note to introduce deposit banking where it could not otherwise 
obtain a footing, to obtain the use of capital for the community, 
without the direct and conscious action of the lender, and to 
provide a convenient substitute for metallic money. Which 
of these functions of the bank note is most important in 
any country can be determined only by a knowledge of the 
banking conditions which exist there. In most countries, 
indeed, the process of evolution is still going on ; and while 
the bank note still acts in the remote districts as the pioneer 
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of credit and the apostle of deposit banking, it has become in 
the great centres only a convenient certificate of coin in retail 
transactions and in the settlement of balances too small to 
justify the use of other credit instruments. 

Deposit banking [says Mr. Bagehot] is a very difficult thing to 
begin, because people do not like to let their money out of their 
sight ; especially do not like to let it out of sight without security ; 
still more, cannot all at once agree on any single person to whom 
they are content to trust it unseen and unsecured. 

Under such conditions the introduction of banking methods 
would be extremely slow but for the issue of notes ; and the 
usefulness of note issues in paving the way for deposit banking 
has been proved by the history of every country where such 
issues have been introduced. As Mr. Bagehot points out, 
"No nation as yet has arrived at a great system of deposit 
banking without going first through the preliminary stage of 
note issue." Thus, the notes of the Bank of England and the 
country banks paved the way for the introduction of the deposit 
system in that country, and the notes issued by the Scotch 
banks gradually drew almost every penny of available capital 
in Scotland into the channels of circulation. A similar expe- 
rience was that of the independent departmental banks in 
France. Founded after the downfall of Napoleon, — in Rouen, 
Nantes, Bordeaux, Lyons, Marseilles, Havre, Lille, Toulouse 
and Orleans, — they conducted a successful business almost 
entirely by their capital and note issues. In 1847, the last year 
of their independent existence, their current deposits reached 
only 16,800,000 francs ($3,300,000), while, with a total capi- 
tal of 23,400,000 francs and note issues of 90,100,000 francs, 
they were able to maintain average discounts of 85,000,000 
francs and to discount 851,600,000 francs of paper during the 
year. Their operations were so successful that, with discount 
rates lower than those of the Bank of France, they were able to 
pay dividends of from 9.7 to 28.8 per cent upon their capital. 1 

1 The discount rate in 1847 was four per cent at Nantes, Lyons and Bordeaux, 
while at the Bank of France it was five per cent. (Courtois, Histoire des banques 
en France, p. 152.) Horn says that the rate at Lyons was two and a half per cent 
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Nearly the whole of the current deposit accounts were in the 
old commercial city of Lyons ; 1 for in the other cities accom- 
modation was extended to commerce by means of the capital 
of the banks and the unconscious loans of the public by the 
acceptance of the notes. While these notes were four times 
the capital of the banks, they were protected by a metallic 
reserve which in 1847 amounted to 41,700,000 francs, or about 
forty-five per cent of the outstanding notes. The history of 
these departmental banks, which succeeded in several cities 
where branches of the Bank of France could not obtain a 
profitable footing, is one of the most striking proofs of the 
value of bank-note issues in affording credit and extending 
facilities for business. 

One of the objects of banking is to bring into use the saved 
capital of the community. This is accomplished under the 
deposit system by direct transfers of such capital from the 
owners to the banks, and under the note-issuing system by 
the unconscious — or at least passive — loans made by holders 
of the notes to their issuers. If capital is not available by 
either of these methods, it can be obtained only by the high 
capitalization of banking companies. This has been the case 
with the large banks of Germany in recent years. The 
German deposits are so small and the note circulation is so 
restricted that neither at the Imperial Bank nor at the few 
existing banks of issue in the states can accommodation be 
found by these means sufficient for the great enterprises on 
which German capital has embarked. The German private 
banks, indeed, do business largely with their own capital 
instead of with that of depositors. M. Raffalovich declares 
that the German banks have been "a prey to a genuine 
mania for increasing their capital"; and he points out that 
upon the average there are for 100 marks of capital in Ger- 
many only 50 marks in deposits, while in England there are 

when that at the Bank of France was scarcely ever below four per cent. — La 
Liberty des banques, p. 364. 

1 The current accounts at Lyons in 1847 were 11,900,000 francs and at Bor- 
deaux 2,100,000 francs, leaving 2,800,000 francs for the other seven banks. — See 
the detailed tables in Courtois, op. cit, pp. 338-41. 
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1207 marks of deposits. 1 The capital and reserve funds of the 
German banks are larger than those of all the banks of Great 
Britain, while their deposits and note liabilities are many times 
less. More exactly, the capital and reserves of the German 
banks are about $710,000,000, while in the British banks they 
are about $610,000,000 (capital ^84,203,800 and reserves 
^40,094,500 at the close of 1897); 2 and the difference in the 
relation of capital to deposit liabilities is indicated by the fol- 
lowing figures (for the close of 1897) of the largest private 
banks in the two countries 3 : 

British Banks. Capital and Reserves. Deposit Liability. 

National Provincial £5,000,000 ,£46,788,046 

London and County 3,080,000 41,527,454 

Lloyds 3,240,000 37,112,218 

Barclay and Co 3,000,000 28,290,691 

London and Westminster . . . 4,400,000 2 5>355>5 2 9 

London and Midland 2,718,256 21,725,005 

German Banks. 

Deutsche Bank £9>7 X 3>369 £18,181,511 

Dresdner Bank 6,426,500 9,150,560 

In Germany the natural result of great demands for capital, 
without the means of drawing upon the scattered resources of 
small savings by either deposits or note issues, has for several 
years been a great stringency in the Berlin money market and 
high rates of discount. This condition may be in part, at 
least, attributed to the restrictions upon the issue of notes by 
the Imperial Bank. Prior to the revision of its charter which 
took effect this year, the Bank was permitted to issue only 
293,400,000 marks ($73,000,000) in notes covered by securi- 
ties, while other issues were required to be covered in full by 
coin or to pay a tax of five per cent a year. The limit of cir- 

1 Le Marche financier en 1897-98, p. 263. 

2 London Bankers' Magazine (January, 1898), LXV, 10. 

3 These figures are taken from the London Bankers' Magazine for 1898. The 
figures for the German banks, reduced at the rate of twenty marks to the pound, 
appear in the May number (LXV, 770, 771); and those for the British banks, in 
the June number (LXV, 856, 857). 
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culation thus imposed was reasonably adequate for some years 
after the organization of the Bank ; but it became necessary to 
issue notes subject to the tax in December, 1881, and the fre- 
quency of such issues greatly increased after 1 889. The last 
three years have witnessed an almost constant pressure, which 
carried the amount of taxed circulation to 172,000,000 marks 
at the close of 1897, and to a still higher figure at the close 
of 1898. The average circulation of the bank for 1898 was 
1,124,594,000 marks, an increase of 38,890,000 marks over the 
average for 1897. The amount paid to the government as a 
tax on the uncovered circulation was 767,915 marks (#190,000) 
for 1897, and 1,927,401 marks ($460,000) for 1898 ; and the cost 
of these issues has contributed to the increase of the average 
discount rate upon all commercial loans from 3.806 per cent in 
1897 to 4.267 per cent in 1898. The limit of the "uncovered" 
note issues of the Imperial Bank was raised by the new charter 
to 450,000,000 marks, but the remedy did not come early 
enough to prevent serious embarrassment to German trade 
from the fetters imposed upon the use of a needed instrument 
of credit. 

Another justification for the use of bank notes is found in 
the economy of the precious metals which they permit. This 
economy is secured under two opposed sets of conditions — 
where credit is precarious and insufficient, or where it is solid 
and well developed. In the former case, the use of bank 
notes has often led to financial disasters and has brought the 
note-issuing system into disrepute. Such an experience was 
that of the new states of the West, in the early history of the 
United States, when reckless and unsecured issues won the 
titles, "wild-cat" and "red-dog," for the bank-note currency. 
Better regulation would have prevented intentional fraud and 
would have given greater security to legitimate banking 
issues, as was proved by the remarkable success of the State 
Bank of Indiana, under the management of Hugh McCulloch, 
and that of the State Bank of Ohio. It may be questioned, 
however, whether any banking system would have protected 
these communities entirely from the risks of doubtful financial 
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ventures in a new country, and whether an unsatisfactory cur- 
rency was not preferable to none. A poor community is, in 
fact, not usually successful in keeping at home a costly metallic 
medium of exchange ; for the limited local capital is likely to 
be employed in some work that seems more necessary than the 
maintenance of a metallic currency, with the result that the 
coins leave the community for one where they have a higher 
marginal utility in exchange for goods, and the poor community 
worries along with a cheaper medium for conducting its local 
exchanges. 1 This law of marginal utility, which causes things 
to be renounced in the inverse order of the necessity for them, 
has made it difficult to establish the gold standard in poor 
countries and hard to maintain in them an adequate banking 
reserve. That the banking system should be insecure and the 
standard of value fluctuating, is an almost necessary consequence 
of poverty of resources and the speculative character of new 
enterprises. Some safeguards may, indeed, be thrown around 
the fulfillment of contracts, even under such conditions ; and 
paper of doubtful value need not be made a legal tender ; but 
society has probably followed a wise course in creating and 
employing an imperfect medium of exchange rather than going 
without any medium, where its resources would not permit the 
employment of the most costly kind. 

The preference for bank notes is not limited, however, to 
countries of small economic resources or to sparsely settled 
countries where the banks are not readily accessible. Thus, 
the notes of the Bank of France are now used to the amount 
of about 3,500,000,000 francs ($700,000,000), and the renewal 
of the charter in 1 897 extended the limit of possible issues to 
5,000,000,000 francs. These notes, moreover, are not issued 
by the bank chiefly in order to obtain a profit, for they are 
covered to the extent of nearly ninety per cent by the metallic 
reserve ; but they are preferred by the people to the heavy 

1 Mr. Adams declares that, in the period ending with 1814, "in five years the 
Massachusetts banks alone drew more than $6,000,000 in specie from the Southern 
and Middle States, besides what they sent to Canada in payment for British bills." 
— History of the United States, VII, 388. 
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five-franc pieces, which piled up so rapidly between 1870 
and 1880 in the vaults of the bank. The preference for the 
paper notes may have been due in some degree to the fact 
that they rested upon the combined reserve of gold and silver, 
instead of possessing, like the silver five-franc pieces, a visible 
value of only half their face value, but the controlling motive 
for the use of such a large volume of bank notes appears to be 
their convenience in comparison with coin. A similar prefer- 
ence for paper was discovered in Austria, when the government 
in 1892 turned to monetary reform and undertook to substi- 
tute silver for the notes of small denominations. 1 The notes 
withdrawn were for only one florin (40 cents) and five florins 
($2) ; but a strong party, headed by Professor Max Wirth, 
opposed their withdrawal, upon the ground of the greater port- 
ability, compactness and convenience of the paper. 

II. 

While the bank note has thus played, and seems likely to 
continue to play, a very important part in banking transactions, 
it merely represents one step in the evolution of the system 
of deposit banking which to-day rules in the banking centres 
of the world. The power of note issue becomes of subordinate 
importance, in truth, when the deposit system has been gener- 
ally introduced and commercial credit has become highly con- 
centrated. The realization of this fact was already dawning 
upon the more advanced thinkers of Great Britain, when Mr. 
Bagehot declared that probably up to 1830 the main profit of 
English banks was derived from the circulation of notes. But 
he added : 

For many years after that the deposits were treated as very minor 
matters, and the whole of so-called banking discussion turned on 
questions of circulation. We are still living in the dkbris of that con- 
troversy ; for, as I have so often said, people can hardly think of the 
structure of Lombard Street except with reference to the paper cur- 
rency and to the Act of 1844, which regulates it now. The French 
are still in the same epoch of the subject ; their great enqutte of 1865 

1 Raffalovich, Le Marchl financier en 1893 (1894), p. 113. 
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is almost wholly taken up with currency matters and mere banking is 
treated as subordinate. And the accounts of the Bank of France 
show why : the last weekly statement before the German war showed 
that the circulation of the Bank of France was as much as ^59,244,- 
000, and that the private deposits were only ^17,127,000; now the 
private deposits are about the same, and the circulation is ^112,- 
000,000. So difficult is it in even a great country like France for 
the deposit system of banking to take root, and establish itself with 
the strength and vigor that it has in England. 1 

Even in England the power of issuing notes was of high 
value in the infancy of banking, but the progress of the deposit 
system and the growth of capital accumulated in the form of 
banking credits made the notes of minor importance when 
they were tied up to gold by the Act of 1844. The criticisms 
directed against this Act were well founded, from the standpoint 
of banking theory, and their force has been illustrated on occa- 
sions when the suspension of the credit of individuals and of 
the joint stock banks has intensified the demand for money ; 
but normally the English people no longer feel greatly the 
fetters imposed upon their monetary circulation, partly because 
their ample resources permit them to retain a large gold cur- 
rency and partly because the check and deposit system pro- 
vides them with a currency of almost infinite elasticity nearly 
as effective in commercial operations as are printed bank notes. 
Their experience justifies M. Clement Juglar in saying : 

In the beginning, when the transactions of a country are recent, 
operations are conducted largely without credit (au comptanf) ; but, as 
soon as credit intervenes, the advantages of banks, of their branches, 
and of the issue of their paper make themselves felt, and the plurality 
of institutions of credit then renders the greatest services. Later, 
when by the discount of commercial paper, the use of deposit accounts 
has become a habit, the bank note, which fulfills the double role of 
agent of circulation and temporary capital, intervenes less and less 
in this last form. The little which remains in the hands of the public 
serves, like a money of account, for paying for the daily purchases 
which one does not setde by a credit transfer by means of deposits 
and current accounts. In the presence of a portfolio (discounts and 

1 Lombard Street, Works (Hartford, 1889), V, 58. 
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advances) which continuously increases and which assumes propor- 
tions unknown until the present time, the sum of notes in circulation 
remains stationary or rather diminishes, and the sum of deposits 
on current account increases even to equalling the amount of the 
advances granted by the banks. This equilibrium obtained, the 
mechanism of banks leaves nothing to be desired and paper, which 
has permitted this result by degrees to be attained, has already almost 
disappeared. 1 

The growth of the deposit system in England, France and 
the United States has, in fact, been such that the note-issuing 
function is no longer an important element in the extension of 
credit by the banking institutions in the large commercial cities. 
In these countries such large resources have been placed at the 
command of the banks by depositors, and these resources are 
transferred so universally by checks and similar credit instru- 
ments, that the demand for money is limited to the retail trans- 
actions of life, and under ordinary conditions is met by the use 
of coin and a limited quantity of bank notes and government 
notes. 

III. 

The growth of the system of deposit currency has been accom- 
panied by the development of a hierarchy of great joint stock 
banks, credit societies, private corporations and state banks, 
which have come to overshadow in the volume of their dealings 
the privileged national banks. Thus, the united deposits of the 
British banks in October, 1898, were computed at .£800,000,000 
($3,900,000,000) ; the deposits of the five great credit societies 
of Paris on June 30, 1898, were 2,036,900,000 francs ($400,000,- 
000) ; the deposits and creditor balances of the Berlin banks at 
the close of 1898 were 1,321,000,000 marks ($315,000,000); 
the deposits of the clearing-house banks of New York City 
on July 1, 1899, were $905,127,800; and the deposits of the 
national banks of the twenty-six reserve cities of the United 
States on June 30, 1899, were $1,827,802,831. 

The national banks in England and in most of the countries 

1 Des Crises comraerciales, p. 184. 
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of the European continent have been practically the creators of 
banking credit in their respective countries and the regulators 
of such credit down to a recent date. The Bank of England, 
the Bank of France, the Austro-Hungarian Bank, the Bank of 
Prussia, and even the Imperial Bank of Germany during its 
earlier years, determined the rates at which loans should be 
made, handled the larger enterprises of the countries in which 
they were established and formed the great reservoirs of credit 
and of money. This situation has, however, materially changed 
within the last quarter of a century ; for each of these banks 
has witnessed the growth of competitors without the power of 
note issue, but capable of more flexible management and equipped 
with great masses of capital derived from their shareholders and 
depositors. This modern system of banks of deposit and dis- 
count could not have grown up without the preliminary educa- 
tion of the bank-note system, and these great private banks — 
private in the sense that they are not national institutions, 
whatever may be the laws governing their incorporation — 
flourish to the greatest advantage in the great money centres. 
Great Britain was the first in this field, because the education 
of her financiers in modern banking was completed first. But 
French financiers have followed in British footsteps and have 
created in Paris great deposit companies, whose transactions 
far exceed those of the Bank of France. Such development 
is more recent in Germany and in Austria-Hungary, but similar 
credit companies are there also dividing the banking business 
with the national note-issuing banks. 

The extremely recent character of this growth may be judged 
from the fact that no farther back than 1880 the Bank of 
France held discounts to the amount of 761,300,000 francs, 
while the five large credit societies of Paris held only 532,000,- 
000 francs. But the situation has so changed that, on July 1, 
1897, discounts at the Bank of France had fallen to 720,000,000 
francs, while those of the five credit societies had risen to 
1,203,300,000 francs: in other words, the share of the Bank 
of France in the whole volume of these discounts had fallen 
from 59 to 37 per cent. The manner in which these societies 
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are attracting deposits, by paying in some cases a low rate of 
interest, is indicated by the increase of current accounts, depos- 
its and acceptances from 1,180,800,000 francs in 1880 to 
2,111,600,000 francs in 1897, while similar items at the Bank 
of France increased only from 441,000,000 francs to 544,200,- 
000 francs. 1 In Germany the number of banks reporting to 
the Imperial government in 1883 was 119, with a capital of 
1,248,700,000 marks and reserves of 174,400,000 marks 
(making together about $350,000,000); but, in spite of many 
consolidations, the number of such banks had risen in 1898 
to 156, with a total capital of 2,451,800,000 marks and reserves 
of 539,900,000 marks (making together about $7io,ooo,ooo). 2 
The capital of the eleven large Berlin banks, exclusive of the 
Imperial Bank, increased from 586,000,000 marks ($140,000,000) 
at the close of 1896 to 844,000,000 marks ($210,000,000) in 
1898. The Deutsche Bank alone has a capital of 150,000,000 
marks and the Disconto Gesellschaft one of 1 30,000,000 marks. 3 
The great national banks have thus been dethroned from 
their old position as the chief distributors of commercial credit. 
But they have still an important part to play in the delicate 
mechanism of modern banking ; for by the evolution of events 
they have become the keepers of the ultimate cash reserves. 
The importance of a central reservoir of credit in each leading 
commercial nation has grown, rather than diminished, with the 
recent growth of the credit system. While the transactions of 
normal times resemble a refined system of barter, the decline 
in the exchange value of commodities in periods of panic shakes 
confidence in the credit of individual manufacturers and mer- 
chants ; and as the credit of commercial banks depends largely 
upon the solvency of the merchants whose paper they have dis- 
counted, they suffer to some extent the distrust regarding their 

1 These comparisons are summed up by M. Edmond TMry. — Les Valeurs 
mobilieres en France, p. 90. M. Liesse makes the comparison more striking by 
taking the discounts and loans on December 31, 1881, when the amount at the 
Bank of France was 1,414,000,000 francs and that with the four largest credit 
societies only 450,000,000 francs. — Courcelle-Seneuil, op. at., p. 267. 

2 Moniteur des intMts matiriels (Sept. 17, 1899), p. 2645. 
8 VHconomiste europien (September 9, 1898), XIV, 341. 
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individual patrons. The essential requirement of such occa- 
sions is an ultimate source of credit which shall be strong 
enough to inspire confidence in its ability both to redeem its 
circulating notes and to grant discounts and pay depositors. 
A central reserve bank, whose credit is unquestionable, is 
then enabled to meet the demand for money by issuing its 
notes and to meet the demand for credit from private bankers 
by rediscounting the paper in their hands. This ability to 
obtain rediscounts permits the private banks to obtain cash 
credits having the exchangeable character of cash and to con- 
tinue their accommodations to their patrons. 

The earlier panics were marked by a demand for metallic 
money ; for the banks had not obtained a sufficiently assured 
position in public confidence to give the character of money to 
their notes. It was thus that the goldsmiths drove the Bank 
of England to suspension in 1696 by presenting ,£30,000 of its 
notes for redemption, and that the Bank of Scotland was com- 
pelled to suspend in 17 15, when the rebellion in favor of the 
Stuarts broke out. It was, again, by the presentation of notes 
for redemption that the senior Belgian bank attempted to break 
down the credit of the new Bank of Belgium in 1838. 1 More 
recent years have, however, witnessed two important steps in 
the extension of banking power. The first of these has been 
the conquest of public opinion, so that well-secured notes have 
become as acceptable as metallic money in meeting the demand 
for negotiable credit. The second step has been the substi- 
tution of any negotiable credit instrument for gold and bank 
notes, where the solidity of the banking system has been such 
as to justify public confidence. It is this step which has been 
made easy by the great national banks. These have become 
in periods of panic the sheet-anchors of credit. On such occa- 
sions there is a special demand for money which will remain 
exchangeable when commodities have largely lost that charac- 
teristic ; and a strong national bank is able to meet this demand 
with its own notes as well as with metallic money. 

It is this power to provide the support for such a basis of 

1 Courcelle-Seneuil, op. cit., p. 382. 
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credit which gives importance to the function of a central note- 
issuing bank. In Great Britain and in France it has become the 
practice for the private banks to keep their cash reserves largely 
in the central institution. The tendency of banking in the 
great commercial countries is thus towards what Mr. Bagehot 
described as " the one reserve system." This system has its 
theoretical dangers, in case the credit of the central bank is 
shaken ; but it has great practical advantages, in concentrating 
the metallic reserves of the country in a single strong institu- 
tion, where they can be used with the greatest effect in meet- 
ing a panic. The fact that the private and joint stock banks 
keep their money in the national bank also contributes in some 
measure to strengthen the system, because in times of stress 
these banks are disposed to reduce their discounts and to 
increase their available cash in the form of deposits in the 
central bank. 

This increase in such " bankers' balances " during great pan- 
ics has been very noticeable in the history of the Bank of Eng- 
land. Thus, they increased from an average of ,£1,500,000 
in 1846 to £2,100,000 on November 6, 1847, when the panic 
of that year was at its height. There were also large additional 
increases, as credits were called in, until the banks had on 
deposit in the Bank of England on January 8, 1848, £3,800,000 
($19,000,000). A like increase in the bankers' balances occurred 
in the midst of the crash of 1857. The balances were only 
£2,500,000 on October 10, but had risen to £4,600,000 on 
November 11, and to £5,500,000 on November 25. There 
was a still further increase, after the acute period of the panic 
had passed, which carried these balances on January 13, 1858, 
to £10,200,000 ($50,000,000). The crisis of 1866 found the 
bankers' balances at the Bank of England on March 14 at 
£4, 500,000 ; but this amount was increased on April 1 1 to 
£6,200,000 and, while somewhat reduced for a time by the 
pressure for money, rose on May 16 to £7,900,000. The 
official publication of these balances was suspended in 1877; 
but the liquidation of 1878 witnessed an increase in the general 
deposits of the Bank of England from £20,100,000 on Sep- 
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tember 25 to .£28,800,000 on October 30, 1878, and to £32,- 
800,000 on January 15, 1879. The pressure of 1890 also 
witnessed a rapid increase of the general deposits from £29,- 
000,000 on October 29 to £36,400,000 on November 19, 1890. 
In both these cases the increase was obviously due chiefly to 
the strengthening of the bankers' reserves. 1 

This tendency towards the centralization of credit and towards 
the use of paper substitutes for metallic money has materially 
strengthened the great reservoirs of credit, the national banks, 
during the last quarter of a century. There was grave appre- 
hension in England, when Mr. Bagehot wrote twenty-five years 
ago, regarding the sufficiency of the reserves of the Bank of 
England to sustain a severe shock to credit. He considered 
"the apprehension minimum" to be £10,000,000, and it was 
not until after 1 890 that the reserve attained an average greatly 
exceeding £20,000,000. The gold reserves of all the European 
banks of issue in 1877 were only $575,000,000 and had risen 
in 1885 to only $700,000,000 ; 2 but the amount nearly doubled 
in the next dozen years, and now affords almost inexhaustible 
reservoirs of metallic money for the protection of the circulat- 
ing notes of the great banks. Between December 31, 1883, 
and December 31, 1897, it is pointed out by Professor 
Edmond Thery, 3 the gold reserves of all the European banks 
of issue increased by 5,189,700,000 francs ($1,000,000,000), 
and reached 8,745,600,000 francs ($1,740,000,000), while the 
circulation increased only 3,035,507,000 francs ($600,000,000). 
In the increase of the gold reserve the Bank of Russia stands at 
the head, with 3,095,400,000 francs in 1897 against 699,900,000 
francs in 1883. After Russia comes France, with an increase 
of 1,031,800,000 francs; Austria-Hungary, with 569,800,000 
francs ; Germany, with 406,000,000 francs ; England, with 
246,500,000 francs ; and Spain, with 213,300,000 francs. The 
manner in which the proportion of gold to circulating notes has 

1 See " Bankers' Balances at the Bank of England," London Bankers' Maga- 
zine (March, 1898), LXV, 349. 

2 These figures are based upon the careful calculations of Soetbeer, Bimetallism 
in Europe, p. 180. 

3 V 'Economiste europien (October 11, 1898), XIV, 490. 
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thus increased in the European banks during the brief period 
of fourteen years is indicated in the following table : 



Year. 


Gold Reserve. 


Silver Reserve. 


Circulation. 


Per Cent of 
Gold to Notes. 




(In 


Millions of Francs.' 


) 




1883 


3.555-9 


2,049.9 


12,246.9 


29 


1888 


4.37 6 - 1 


2,5I7- 


12,757-8 


34 


1890 


4,S9 2 -7 


2,339-2 


13,205.8 


35 


1892 


6,207.1 


2,495.1 


14,805.5 


42 


1894 


6,952.0 


2,603.7 


15-539-5 


45 


1896 


7.859-9 


2,512.7 


14,5366 


54 


1897 


8,745.6 


2,556-4 


15,282.4 


57 



These immense reserves of the precious metals are held in 
part against the deposits and other liabilities of these banks, as 
well as against their notes ; but these liabilities have been 
so reduced by the competition of the private banks that a 
great increase in the issue of notes could be made, if required, 
without straining the resources of the national banks. Under 
these circumstances, M. Liesse is justified in declaring that the 
existence of these reserves 

makes these banks a sort of special bank or reservoir, where in times 
of crisis an important reserve permits the deposit banks to have redis- 
counted the greater part of their commercial paper. The bank of 
issue becomes in such a case a sort of refuge where in period of 
storm the credit houses are capable of finding a shelter — that is, a 
temporary credit. 1 

The Bank of France was, indeed, denounced during the debates 
on the renewal of the charter in 1897, as having become "the 
bankers' bank." There was truth in this characterization, as 
there was in the same name when given by Mr. Bagehot to the 
Bank of England twenty years before. But the very fact that 
the private banks have this sheet anchor in emergencies enables 
the national bank, in the words of Professor Leroy-Beaulieu, 
" to save the public at the opportune moment from the ruin 
which might result from the blunders of great private banks." 
Commenting upon this function of the national bank he says : 2 

1 Courcelle-Seneuil, Traits des operations de banque, p. 271. 

2 V £conomiste frantais (June 5, 1897), p. 771. 
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Let a single house which had held for nearly a century the place 
of the first free bank of the world, like the Barings, fall under a 
cloud, as was the case seven or eight years ago, and the Bank of 
England is ready with resources and credit intact to sustain the 
compromised edifice of British credit and to settle the affairs of this 
house under conditions which ended, after a half dozen years, by 
leaving it an excess of assets over liabilities. It was the same in 
France. When a great, ancient and famous house, like the old 
Comptoir d'Escompte or the Sociiti de Dipbts et Cotnptes Courants, 
meets a failure, the Bank of France is there with its resources and 
its credit equally unimpaired to rediscount all the paper of the 
failed bank, to take charge of its merchandise warrants, to make all 
necessary advances and in reality to save the market. The Bank of 
France is ' the bankers' bank,' it is true, but in whose interest ? It 
is in the interest of their depositors and their creditors of all classes. 
The Bank of France is a bank of rediscount for serious conditions, 
a bank of reserve, and this is why it is not necessary that it employ 
its resources in large rediscounts and advances in normal times. 

IV. 

The solidarity of sentiment, which has resulted in union 
among the banks of the world for sustaining each other in 
great emergencies, is one of the important phases of recent 
banking development which is brought into relief by the inci- 
dents to which the French economist refers. This union of 
the banks for mutual support has given a strength to the bank- 
ing system which it did not possess in early years. The early 
banks stood practically alone, and conducted their exchange 
operations only by special agreement with other institutions or 
through their own branch houses. Yet union among the banks 
for the support of commerce, by extending credit to those who 
deserve it, is of especial importance in a crisis, where there is 
no strong central bank capable of directing the course of the 
market and rediscounting for the smaller banks. Without such 
union, as Professor Dunbar properly declares, 

it is then possible, and in any sharp crisis is even probable, that 
some of the bank managers may decide to take care of themselves 
by reducing their loans and filling up their reserves, and leave it to 
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others to take care of the general welfare by enlarging discounts and 
satisfying the public demands. The knowledge that some may pur- 
sue a selfish course weakens the disposition of others to take a more 
liberal course, and thus may practically lead the whole group of banks 
to pursue a policy of contraction, which is condemned by the judg- 
ment of the majority. 1 

The necessity for guarding against such a struggle led the 
banks of the United States in i860 to adopt a method of coop- 
eration, which has since been so often resorted to that it has 
been reduced to a system. Harmony of action was secured by 
means of the Clearing House Association, " in which the banks 
[in the language of Professor Dunbar] were already united for 
important purposes and from which no bank would willingly 
find itself excluded." It was agreed for the purpose of ena- 
bling the banks to maintain and expand their loans, that their 
specie should be treated as a common fund and that loan certifi- 
cates should be issued for use in clearing-house settlements as 
a substitute for coin. 

The system of clearing-house certificates has not been re- 
quired in Europe, because of the greater concentration of bank- 
ing capital there. Nevertheless, there have been several occa- 
sions on which the great banks have come to the support of 
each other and of the smaller institutions. This was the case 
as early as the panic of 1825, when in three days the Bank of 
England issued £5,000,000 in new notes upon securities and 
exchequer bills, as well as upon discounts. The aid of the Bank 
of France was also sought, and a credit for .£2,000,000 upon 
bills was opened for three months. Again, in the crisis of 1 847, 
the Bank of France sold French national securities amounting 
to 20,000,000 francs to the Barings of London for gold, but even 
this step was insufficient to arrest the panic. The Emperor of 
Russia then came forward and offered to buy French securities 
to the amount of 50,000,000 francs. 2 

1 Chapters on Banking, p. 68. 

2 Noel, Les Banques d'emission en Europe, I, in. The crisis was due in 
a measure to the deficiency of the French crops ; and the possession of a credit 
on the Russian Treasury created an exchange fund against which bills could be 
drawn in payment for Russian grain. 
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The crisis of 1890 was met in a somewhat different manner. 
A sum of ,£3,000,000 in gold was brought over to London 
under a special contract with the Bank of France, secured by 
the deposit of exchequer bonds issued to the Bank of England 
by the government for the purpose, 1 and £1,500,000 was 
obtained from St. Petersburg. The cause of the crash was 
the suspension of Baring Brothers & Co., with liabilities of 
about £30,000,000. The fact that the suspension was likely 
to occur had been whispered quietly among the leading finan- 
ciers for some days and afforded Mr. William Lidderdale, the 
governor of the Bank of England, the opportunity to prepare 
for a storm. He perfected arrangements by which it was 
announced, on November 14, 1890, that all liabilities of the 
Barings would be provided for by the Bank of England and 
that any loss to the bank would be made good by a circle of 
guarantors embracing the greatest banking institutions of 
Great Britain. The joint stock banks of London, the leading 
banks of the provinces and the joint stock banks of Scotland 
entered into a combination aggregating £15,000,000, "to 
make good to the Bank of England any loss which may appear, 
whenever the Bank of England shall determine that the final 
liquidation of the liabilities of Messrs. Baring Brothers & Co. 
has been completed so far as, in the opinion of the governors, 
is practicable." This guarantee was to continue for three 
years. It was carried out so successfully that an announce- 
ment was made at the general court of the Bank of England 
on March 16, 1893, that the liabilities, which once reached an 
aggregate of £30,313,000, had been reduced to £4,558,813, 
and that nearly all the assets in the form of bills receivable 
had been collected without loss. 2 The masterly management 
of Mr. Lidderdale in uniting the great banks for the mainte- 
nance of credit thus averted a crash which might have shaken 
British finance to its foundations. 

1 Political Science Quarterly (March, 1894), IX, 23. 

2 London Bankers' Magazine (April, 1893), IV, 610. The guarantors were 
relieved of further liability in November, 1894, and the settlement of the assets 
was assumed by a private company. 
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The tendency of the modern banking world is toward the 
centralization of capital in powerful banks and syndicates. 
This does not imply that the capital does not find the widest 
distribution from these great centres. It means simply that 
great reserve strength is found to contribute to the economy 
and efficiency of the credit system. The rapid consolidation 
of small banks has, accordingly, been one of the most striking 
developments of the last few years in Europe and the United 
States. There were 8 banks consolidated with others in Eng- 
land and Wales during 1893, 11 in 1894, 4 in 1895, 18 in 
1896, 9 in 1897, and 7 in 1898, making within six years an 
absorption of 57 banks. 1 In Germany 40 private banking 
houses were absorbed by the great credit societies of Berlin in 
the single year i897. a In Switzerland, where 38 independent 
banks have grown up out of the needs of the small manufac- 
turing towns, the people voted on October 18, 1891, a new 
article of the Federal constitution, providing that 

the Federation may exercise the monopoly of bank notes by means 
of a bank of state placed under special control or by conceding the 
management, under reservation of the right to repurchase, to a cen- 
tral stock bank, which shall be administered with the approval and 
under the control of the Federation. 8 

The people rejected, by the referendum, on February 28, 1897, 
a project for a bank owned by the state, by a vote of 195,764 
to 255,984; but this action was generally interpreted as an 
expression of feeling against state ownership rather than against 
the creation of a national bank. The Union of Commerce 
and Industry, which opposed the state bank, has prepared a 
project for a national bank with a capital of 50,000,000 francs 
under private ownership ; and this project, which had the ap- 

1 London Bankers' Magazine, February, 1898, and February, 1899. There were 
42 consolidations from 1877 to 1886 and 124 from 1887 to 1898, inclusive. 

2 Raffalovich, Le Marche financier en 1897-98, p. 262. This consolidation 
was due in part to the Bourse law of 1896, which has unintentionally transferred 
to the large banks the business of issuing and transferring securities. 

* Bulletin de statistique (October, 1 891 ), XXX, 41 8. See " The Banking System 
of Switzerland," by the present writer, New York Bankers' Magazine (June, 1897) 
LIV, 836. 
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proval of twenty-three of the twenty-four sections of the union, 
is now under consideration by the Federal government. 1 

The changes in the United States have thus far been within 
narrower limits, but during the past few years there has been 
a notable tendency towards consolidation. In New York City 
the Third National Bank was in 1897 consolidated with the City 
National Bank, which now carries deposits of nearly #100,000,- 
000. In Kansas City there was a general consolidation in 1897 ; 
and in Boston in the autumn of 1898 nearly a dozen national 
banks, with capitals of #1,000,000 each or less, were absorbed 
into a new bank with a capital of $3,000,000. The number 
of national banks in Boston fell from 53 to 39 between 
1893 and the close of 1898, and the capital from #52,900,000 to 
#36,200,ooo. 2 

The effect of the successful cooperation of the great banks 
has been to make transferable banking credits, in the advanced 
commercial nations, practically as secure a medium of exchange 
as gold and silver. The experience of recent crises has shown 
that the mechanism of banking credit is sufficiently understood 
by the mercantile community to prevent serious raids upon the 
deposits of solvent commercial banks. Deposits are withdrawn 
where the banks are known to be unsound, but are left intact, 
except so far as the credits are actually needed by the depos- 
itors, where the banks are known to be solvent. This compara- 
tive stability of deposits and cash resources is of as much im- 
portance to the commercial community as to the banks ; for 
the withdrawal of deposits means the restriction of the power 
to make loans, and was one of the greatest difficulties with 
which the early bankers had to reckon. Thus, when the empire 
of Napoleon I was tottering to its fall, a run upon the Bank of 
France compelled it to reduce its holdings of commercial paper 
early in 1814 to 1,715,000 francs (#320,000). 

1 New York Bankers' Magazine (May, 1898), LVI, 678. The vote in favor 
of state ownership was given mainly by the German cantons, where socialism was 
strong. The French cantons voted heavily in the negative, the canton of Vaud 
giving only 4462 affirmative votes, as compared with 40,504 negative votes. 

2 United States Investor (November 5, 1898), p. 1616. 
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When the Second Empire fell in 1870 the situation of the 
bank was far different, partly because the fate of the bank was 
no longer bound up with that of the state, and partly because 
of the growth in the knowledge and use of banking credits. 
" While the credit of the state staggered under the weight of 
our reverses and our errors," says M. de St. Genis, "the Bank 
of France preserved its own firm and intact." 1 The bank was 
the pillar of public credit, and even through the exciting days 
of the Commune it kept its doors open for the payment of its 
obligations. Its great reserves of gold and silver, protected 
from robbers by filling the subterranean staircases with sand, 
awaited undisturbed the restoration of civil order. After meet- 
ing such tests, it is not surprising that the Bank of France 
passed unscathed through the crisis of 1882, when French 
credit was shaken to its centre by the collapse of the Union 
Gbitrale, accompanied by the fall of several other large credit 
companies and a tumble in the stock market. The foreign 
banks raised their rates of discount — the Bank of England to 
six per cent, the National Bank of Belgium to seven per cent 
and the Imperial Bank of Germany to six per cent ; but the 
accounts of the Bank of France showed scarcely a perceptible 
influence from the crash except an increased demand for dis- 
counts. These rose from 1,407,800,000 francs on January 19, 
1882, to 1,646,100,000 francs on February 2 ; but the gold 
reserve increased between these two dates from 668,800,000 
francs to 729,600,000 francs, and rose on February 16 to 
816,200,000 francs. Moreover, the private accounts current, 
instead of declining, increased from 550,700,000 francs on 
January 19 to 684,000,000 francs on February 2, and to 903,- 
000,000 francs on February 16. 2 There was not in any of 
these movements the slightest indication of a pressure for the 
redemption of notes or for the withdrawal of deposits upon the 
great reservoir of gold and banking credit in France. 

The national banks of the United States also retained the 
support of the mercantile community during the crisis of 1893, 

1 La Banque de France a travers le siecle, p. 69. 

2 TMry, Les Valeurs mobilieres en France, p. 83. 



No. 4.] THE EVOLUTION OF MODERN BANKING. 591 

in the face of national bank suspensions to the number of 141 
during June, July and August. 1 A feature of the crisis which 
brought out in a strong light the growing appreciation by the 
business community of the real mechanism of credit was the 
refusal of the banks for several weeks to pay checks freely in 
currency. The economic reason was found in the fact that 
the restriction or distrust of other forms of credit created an 
unusual demand for currency. As the banks, under the present 
banking law, were practically without the means of meeting 
this demand by the issue of notes, they could meet the demand 
for credit only by granting loans and discounts. Accordingly, 
those who were able to transact their business by banking 
credits had no cause for complaint, but those whose business 
required currency were required to buy it at a premium. The 
remarkable feature of the situation was the absence of unrea- 
soning panic. The average business man appeared to grasp 
the fact that the machinery of credit was only stopped for a 
moment and was not seriously crippled. There was no rush of 
depositors to the city banks to withdraw their deposits, either 
in notes or coin, because it was well known that the security of 
each bank rested upon the union of all through the Clearing 
House Association and that the temporary scarcity of the 
currency medium of exchange, caused by restrictive banking 
laws, did not seriously impair the exchangeable character of 
banking credits or their command over commodities. 

Banking credits, therefore, constitute as effective a medium of 
exchange as notes or coin, so long as they command commodi- 
ties ; and the best test of their command over commodities 
is immediate convertibility into standard coin, since they are 
contracts to deliver coin — the most exchangeable of commodi- 
ties. When such convertibility is assured, the whole deposit 
currency of the commercial world becomes a part of its pur- 
chasing power. The amount of metallic money required as a 
basis for this structure of credit varies according to local laws 

1 Eighty-four of these banks afterwards resumed business. The capital of 
sixty-seven national banks actually insolvent during the year ending October 31, 
1893, was $11,035,000. — See my History of Modern Banks of Issue, p. 535. 
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and the business habits of the community. The amount of 
bank notes or of other currency varies also, not according 
to any mathematical rule, but according to the demand for 
this particular form of banking credit in a given community. 
Thus, bank notes are in large demand in France as certifi- 
cates for coin, because of their convenience; and they are 
in large demand in Germany as instruments of credit, because 
of the recent development of a great mass of transactions, 
without a corresponding accumulation of capital by small 
deposits. It is the mission of banking credit to give flexibility 
to capital and to put into generic form, capable of commanding 
all commodities, the special titles to wealth created for each 
individual by his sales of goods or services. 

The more extended the territory throughout which, and the 
greater the number of people among whom, such a currency would 
circulate, the less would be the need over such territory for the use 
of bullion or coin as money or the basis of paper representatives of 
value. And the monetary systems of the peoples among whom 
commerce has obtained the greatest development are gradually reach- 
ing such a basis. The paper representatives of value, which at first 
were direct representatives of coin, are tending more and more to 
become the representatives of value as expressed by the result of 
effort, without the intervention of coin, and in the furtherance of 
this tendency banks perform an essential part. 1 

If the banking system has suffered disaster in new coun- 
tries, as has often been the case, the fault has been with the 
economic situation, rather than with the banking laws. In 
new countries it is essential to the rapid development of agri- 
culture and trade that some risks should be taken ; and if such 
risks have sometimes affected the banks, it has often been a 
necessary result of speculative conditions rather than because 
of the issue of bank notes or even the extension of bank- 
ing credits. Bank notes have played only a minor part in 
the great commercial convulsions in the United States and 
other countries. As M. Arnaune^ declares, in reference to the 
English panics of 1826 and 1837, "the superabundance of 

1 McPherson, The Monetary and Banking Problem, p. 35. 
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bank paper was the consequence of the superabundance of 
commercial paper." 1 Even where note issues have played a 
part which has exposed them to criticism, they have been one 
of the almost essential instruments of commerce, in a country 
incapable of retaining a large volume of metallic currency. 
Speculative and venturesome banking has been a necessary 
incident of speculative and venturesome enterprises of all 
classes upon insufficient capital. Great abuses of the banking 
function have, indeed, occurred, some of which might have been 
prevented by proper laws ; but neither the system of note issues, 
nor the banking system as a whole, is properly singled out as 
the cause of disasters which were inevitable under any credit 
system, or even without organized banking facilities. 

The complete success of the modern banking system will be 
achieved when banking credits have, under all conditions, the 
command over commodities which is possessed by metallic 
money. The process of evolution has given this security, in 
some degree, to such bank notes as are issued by the great 
national banks or under a system of mutual guaranty among 
the banks which insures their redemption in standard coin on 
demand ; and the movement which shall give the same char- 
acter of absolute security to all banking credits has made great 
progress. Union among the banks and the accumulation of 
cash reserves in a central bank, capable of meeting all demands, 
are making banking credits in the great commercial countries 
a safe means of storing circulating capital. Their security has, 
indeed, become so well recognized that deposits often increase, 
instead of diminishing, in times of crisis, because the banks 
are recognized as successful agencies for transforming the pro- 
ductive resources of the community into the safest and most 

efficient form of negotiable capital. 

Charles A. Conant. 

1 La Monnaie, le credit et le change, p. 390. 



